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T THE PRESENT TIME our Federal public debt and our 
bank credit are so interwoven that neither can be 
handled right. We must divorce them to such an extent that 
we can guide our money market policy with respect to the 
needs of commerce, industry and agriculture, and with 
respect to the control of inflationary tendencies, without 
throwing upon the Treasury sudden crises in debt 
management. 


The two problems, debt management and the regulation 
of money and credit, are intimately tied together as a result 
of the incredibly bad borrowing policy of the Treasury, 
and the incredibly bad money market policy of the Federal 
Reserve system in support of the Treasury’s policy. Con- 
spicuous in financing World War I, these bad policies go 
much further back in origin. 

During World War II, when virtually all the nations of 
the world were burning up and wearing out their accumu- 
lated capital in the form of stocks of goods, rolling stock 
and road beds of railways, shipping, highways, factories 
and equipment, reserves of oil and of metals, soil fertility 
and so on, we had in the United States the incredible 
phenomenon of the lowest interest rates in history. And 
today, in a world which is still trying to consume more 
than it produces, we continue to have interest rates absurdly 
low. 


The Sources of Capital 


The rate of interest, as explained by the classical econ- 
omists, was primarily a matter of supply of and demand 
for savings. Capital grew out of the excess of production 
Over immediate consumption. The individual could spend 
his income on hats and ice cream, or he could use part of 
it for tools and machinery, factories and railroads. This 
conception of the sources of capital should be broadened 
to include first, consumer thrift, and second, business thrift 









ialleporate thrift, where only part of the net 
income YW take froth a business by its owners and part is 

growth. The classical case of capital grow- 
y is the great Ford automobile industry, where 
it once was estimated that roughly $15,000,000,000 had 
passed through the hands of the company as receipts from 
the sales of its cars, $14,000,000,000 had gone out in 
payment of wages and other expenses of production, but 
where $1,000,000,000 had remained invested in enlarge- 
ment of plant, increasing supplies of raw materials and 
in other ways, including cash reserve for emergencies. 

The third source of capital, tremendously important in 
the United States down to 1931, was governmental thrift. 
Our Federal Government did not borrow for post offices 
or post roads. It built them out of fiscal surpluses. Its river 
and harbor improvements were similarly paid for. All its 
public buildings were thus paid for. We borrowed for wars, 
but we promptly began to pay down the public debt when 
the war was over. 

A fourth important source of capital, particularly im- 
portant in agriculture, is direct capitalization. The farmer 
uses his spare time in building fences and barns and putting 
in subsoil drainage, or the farmer lets his flocks and herds 
increase instead of selling off the whole of the annual 
increase. 

These four sources of capital are all normal and whole- 
some and no country has ever gone astray in employing 
them. 

There is, however, a fifth source of capital, which em- 
ployed in moderation is very helpful, and that is new 
bank credit for capital purposes. A business gives its note 
to the bank and the bank gives the business in exchange a 
deposit credit. Armed with this new bank credit the busi- 
ness buys new machinery and equipment. If this comes at 
a time when there is full employment and no industrial 
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slack, it means a shifting of labor and resources from the 
production of hats and shoes and ice cream to the produc- 
tion of machinery and equipment. It forces an involuntary 
thrift upon the consuming public. But it creates new 
capital. If it comes at a time when industry is slack it may 
lead to the increase of productive equipment without a 
diminution of consumers’ goods. 

It is to be noted that business thrift, direct capitalization 
and governmental thrift lead to the creation of new capital 
without the creation of debt. Individual thrift may do so. 
But when bank credit is employed as a source of capital, 
there is a parallel, dollar for dollar, increase of capital and 
of debt. Now this may be, and often is, wise policy, but it 
surely suggests caution, particularly when enthusiasm is 
widespread and prices and costs are mounting. 


Bank Credit in War Finance 

When the problem of war financing comes, the danger 
of bank credit as a substitute for taxes and as a substitute 
for the savings of the people is obviously great. Expanding 
bank credit, matched by the production of physical plant 
and equipment that would not otherwise exist, is one thing, 
but expanding bank credit for the production of things that 
are to be destroyed in war is another. The validity of such 
credit obviously depends, not on productive wealth cur- 
rently created, but on the future taxing power of the Gov- 
ernment. It is one of the least desirable forms of financing 
war expenditure. It divorces the growth of bank credit 
from the growth of the physical wealth of the country. 

The best methods of war finance are taxation and selling 
long-term bonds to the people. Taxation restricts the ability 
of the people to buy in competition with the government. 
An all tax war policy would mean that at the end of the 
war the war would be paid for. Such a policy would be 
more stringent than would be efficient, because it would 
force too many of the peace time industries into bank- 
ruptcy. Some borrowing to ease the strain of the transition 
from peace time to war time activities is necessary. The 
most desirable form of borrowing is long-time bonds 
placed with the people and with investment institutions. 
But here again mediation of a certain measure of short 
time bank credit is desirable. 


Bank Credit in Financing World War I 

In World War I the Government borrowed first on short- 
term from the banks, then four times during the war, and 
once, after the war was over, it placed great funding loans 
with the people — the four Liberty Loans and the Victory 
Loan — with the proceeds of which it paid back the 
banks, reducing the volume of bank expansion. Woodrow 
Wilson knew very well the dangers of an excessive expan- 
sion of bank credit. We financed World War I primarily 
out of taxes and the savings of the people. 

The Federal Reserve Banks in World War I played a 
passive but a very impressive role. They did not buy Gov- 
ernment securities except four times, just before a great 
public loan was to be placed. They then bought and held 


Government securities, chiefly short paper, for a few days, 
giving additional credit to the money market while the loan 
was being placed, and easing the tension. When the loan 
was placed, they promptly sold their Government securities 
again. The amounts of these purchases were small, usually 
$100,000,000 for a few days, though with the Fourth Liberty 
Loan of $7,000,000,000 the purchases rose by something 
over $200,000,000, promptly dropping off again when the 
loan was over. 

At the peak of the public debt growing out of the first 
World War, in August, 1919, when the public debt was 
$26,500,000,000, the banks held only $6,500,000,000 ot 
Government debt in the form cither of direct ownership 
of Government securities or of loans against Government 
securities. The people held the rest, owned outright. 

The Government of the United States in World War | 
paid adequate interest on its bonds. The First Liberty Loan 
was a 31/,% loan, fully tax exempt. The second was a 4% 
loan. The fourth was a 414% loan, the last three Liberty 
Loans being partially tax exempt. These were rates which 
investors could trust for the long pull, even though many 
recognized that there might be an intermediate period when 
their bonds would go below par. But they were good bonds, 
and an organized community sentiment in almost every 
community in the United States, supporting the sale of 
these bonds, compelled even reluctant individuals to buy 
them. They were placed with the people. 

When the World War I was over and the post war boom 
came, the Federal Reserve System, after the Victory Loan 
had been placed, was no longer tied down by the necessity 
of protecting the Treasury. The Treasury had protected 
itself by placing long term bonds with the people. And, 
as the post war boom grew to dangerous proportions late 
in 1919, the Federal Reserve authorities could move with 
decision in raising their rates, tightening the money market 
and holding down the expansion of bank credit. We handled 
the boom in 1920 and the crisis of 1920-21 from the stand- 
point of money market policy, uncomplicated by the neces- 
sity of protecting the price of Government bonds. 


Bank Credit in Financing World War Il 


In financing World War II, however, with the greatest 
destruction of capital that the world has ever seen, we 
substituted bank credit for taxes and for the savings of the 
people on an incredible scale, at rates of interest fantas- 
tically low. We could do this only by selling Government 
securities to the Federal Reserve Banks, the commercial 
banks, and other financial institutions such as insurance 
companies and mutual savings banks. Investors did not 
want them and would not take them. Rates of 2% on 4 
10 year bond and 214% on a 20 year bond had no attrac- 
tion for an investor who knew how to consult a bond 
table, and who could, looking at back records, see the yield 
of Government bonds running as high as 51/,% in 1920 and 
remaining above 5% through much of 1921. No matter 
how patriotic he was, he preferred to lend his money to 











































1948 





j days, 
e loan 
e loan 
‘urities 
isually 
Liberty 
ething 


en the 


le first 
bt was 
)00 ot 
ership 
‘nment 


War | 
y Loan 
a 4% 
Liberty 
which 
| many 
1 when 
bonds, 
every 
sale of 
to buy 


r boom 
y Loan 
ecessity 
otected 
. And, 
ns late 
re with 
market 
1andled 
- stand- 
. neces- 


greatest 
en, we 
; of the 
fantas- 
cnment 
mercial 
surance 
lid not 
Yo on a 
y attrac- 
a bond 
he yield 
920 and 
| matter 
oney to 





EAST EN 





May, 1948 


THE TAX REVIEW 21 





2 ELAR ELLE LESLIE LO TOILET TLE EL ELE REELED R EL IED DELETE DLA LEANED SEEDED LIAL ATTIRED SEED LAW IEA ADVE LENDER IDG ELE ADELE SEAS BASEN, LEE, BEER E SIEIOAS 


the Government on short term or to buy the United States 
savings bonds—unfunded debt, which became, in effect, 
demand deposits after the passage of a short time. 


Bank credit filled the gap, the growth of bank credit 
being paralleled by the growth of the public debt. Demand 
deposits plus Government deposits in the commercial banks 
of the United States stood at $28,695,000,000 in 1939 and 
at $106,000,000,000 on December 31, 1945, after the last 
war loan. Between the same dates the Government security 
holdings of the commercial banks had risen from some- 
thing over $15,000,000,000 when the war broke out in 
1939 to $90,800,000,000 on December 31, 1945, after the 
last war loan. 


In the last war loan the government very greatly over- 
borrowed and it began repaying part of what it had bor- 
rowed from the commercial banks out of its deposits with 
them, Bank deposits and bank Government security hold- 
ings dropped rapidly together. Subsequently the Govern- 
ment has repaid still more of its debt to the banks out of 
fiscal surpluses. The public debt dropped from its ap- 
proximate peak at the end of 1945 of $276,000,000 to 
$254,000,000, as of December, 1947, while the part held 
by the commercial banks dropped from $90,800,000,000 
to $68,600,000,000. 


Two Postwar Booms 


But the decline in Government securities in the banks 
since the end of the war in 1945 has been, in considerable 
part, offset by a tremendous and unparalleled expansion of 
bank loans for commercial, industrial and agricultural pur- 
poses. The volume of bank credit remains ominously high. 
Interest rates at which bank credit is being supplied remain 
fantastically low. We have been caught in a great post war 
boom. 


This boom, like the boom of 1919-20, has been based 


first of all on a vast excess of exports over imports which — 


has drained our markets of goods and has forced com- 
modity prices to very high levels. The boom of 1919-20, 
however, was financed, after the middle of 1919, by pri- 
vate credits granted to Europe by both American banks and 
American businesses. The busiuesses had, however, to come 
to the banks to replenish their working capital tied up in 
these advances. We held strictly to the gold standard, and 
our interest rates mounted steadily until good customers 
were paying 7% and 8% to our great city banks. This 
time the excess of exports has gone out largely on the 
basis of U. S. Government gifts or nominal loans to the 
outside world, and Treasury and Federal Reserve policy has 
been directed toward keeping rates of interest very low. 


Feral Reserve Nibbling at Credit Control 


The Federal Reserve authorities, however, have been 
alarmed, and they have nibbled at the problem of interest 
tates. They have abandoned the war time policy of making 


discounts secured by short Government paper at 1/, of 1% 
instead of the regular 1% discount rate, and in January of 
1948, they raised the regular rate to 144%. They have 
abandoned the 3 of 1% rate on Government 3 month 
bills, which rose in February, 1948 to .996%. They have 
raised the reserve requirements of Central Reserve City 
banks from 20% to 22% against demand deposits (effec- 
tive February 27, 1948). The open market prime commer- 
cial paper rate, which stood at .75% in 1945 rose io 1.38% 
in February, 1948. The discount rate on prime bankers’ 
acceptances which stood at .44% in 1945, stood at 1.06% 
in February, 1948. Municipal bonds, which stood at 1.64% 
in 1946, stood at 2.55% in February of 1948. Corporate 
bonds and high grade preferred stocks have had sharp rises 
in their yields. A rather striking move has come in all these 
rates beginning with November of 1947. 


Contradictory Policies 


The Treasury and the Federal Reserve authorities are 
apprehensive of rising rates of interest, lest they disturb 
the market for Federal Government bonds. They seem par- 
ticularly determined to peg long term Government bonds 
at 21%. It should be obvious that a policy based on the 
desire (a) to tighten credit in the effort to restrain a boom 
and (b) to keep interest rates low in the effort to protect 
the Government bond market represents a contradiction. 


The most recent nibbling at the interest rate structure 
began apparently at the end of October and early Novem- 
ber, 1947. Government securities in Federal Reserve banks 
stood at $22,119,000,000 on November 5, 1947 and have 
dropped since that time to $20,447,000,000 on April 7, 
1948. During this period reserve requirements in New 
York and Chicago were raised from 20% to 22%. This 
definitely tightened money rates, as we have seen. 


Ominous Shifting of Long Term Bonds to Federal 
Reserve Banks 


But the pegging of the price of long term Government 
bonds at 2.50% which accompanied this tightening of the 
money market has led to heavy unloading of long term 
Government bonds by the commercial banks, and their 
transfer in large degree to the Federal Reserve banks. 
On November 19, 1947 the Federal Reserve banks held 
$791,000,000 of bonds, but by April 7 of 1948 this had 
risen to $5,747,000,000. Simultaneously the Federal Re- 
serve banks have allowed their holdings of short Govern- 
ment paper to run down, from $13,504,000,000 on No- 
vember 5, 1947 to $8,472,000,000 on April 7, 1948. 


This movement is ominous. The Federal Reserve banks 
ought to be the most liquid financial institutions in the 
country. Their holdings of Government securities, as of 
all other paper, ought to have short maturities. They ought 
to be able to dispose of them freely when they judge that 
the money market requires drastic tightening in the in- 
terests of the business situation. 
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Divorcing Treasury Policy and Federal Reserve 

Policy 

We must divorce Treasury policy and Federal Reserve 
policy. How is this to be done? We must fund the public 
debt, and we must get it out of the banks and the Federal 
Reserve banks on a big enough scale to make it possible 
for the Federal Reserve banks to move in regulating the 
money market without concern for the Treasury's position. 
In this process we shall shrink the present inflated volume of 
money in circulation, which has risen from $7,000,000,000 
in 1939 to $28,000,000,000 in 1948, and we shall shrink 
the swollen volume of bank deposits. 


At What Rates of Interest Can We Fund the Debt? 


Funding the debt is to be done by offering to the people 
long-term Government bonds at rates of interest that will 
really attract the:n. Precisely what those rates should be 
will depend on a great deal of consultation between the 
Treasury, and the financial institutions of the country. 
i think that they can be intermediate betweea the existing 
rates on long Government bonds and the raics that the 
Government paid on its long-term bonds in World War I. 
This view rests on the conviction that the effort to raise 
interest rates, both on Government securities and in the 
general money market, would set into operation powerful 
counterforces tending to hold rates of interest down, These 
counterforces are: 


(1) An adequate rate of interest on savings deposits 
would bring in from the people a great deal of their 
hoarded cash. The existing rates on savings deposits are so 
low that, to many people, they do not make savings de- 
posits worth while. This cash, deposited by the savings 
banks in commercial banks, and by them deposited in the 
Federal Reserve Banks, would replenish commercial bank 
reserves, and tend to hold down interest rates. With com- 
mercial paper and customers’ loans at higher rates of in- 
terest, and with bank reserves going down as the Federal 
Reserve Banks sold Government securities, the commercial 
banks would have a real incentive for making small check- 
ing accounts welcome, by reducing or eliminating service 
charges. They would need their cash. This would pull into 
the reserves of the banks another large part of the $28 
billion of money in circulation, thus tending to hold interest 
rates down. 


(2) As the Government sells long-term bonds to the 
people and the people pay for them with checks drawn on 
the commercial banks, and the Government uses the funds 
thus obtained in buying back its securities now held by 
the commercial banks, we should see bank deposits going 
down rapidly. This would mean that the legal reserve 
requirements of the commercial banks would be reduced, 
and this would tend to hold interest rates down. 


There is so much slack in the existing volume of bank 
deposits and of money in circulation that a refunding 


Operation, in the course of which the Treasury and the 
Federal Reserve System carefully cooperate, could go far 
without raising interest rates high. It is still possible to 
fund the vast floating debt of the Government at moderate 
rates of interest. 


Protecting the Banks When Government Bond 
Yields Rise 


There are two main objections to the policy which | 
propose: (1) that it would involve dangers to the capital 
structures of those banks which are now too heavily loaded 
with long-term Government securities; (2) that it would 
increase the tax money required to meet the debt service 
on the Government’s enormous debt. 

Let me say with respect to both these points that the 
problems grow progressively worse the longer we refrain 
from facing them. 

To protect the banks in this change of policy, I have 
proposed that the banks holding long-term Government 
bonds be allowed to exchange them for new issues at the 
higher rates of interest, at a discount of, say, 2% as 
compared with cash subscribers, leaving them with some 
loss but not with losses that would ruin their depositors. 
The Federal Deposit Insurance Corporation, whose solvency 
and liquidity are of highest importance, should have the 
same protection as the banks. Both banks and Federal 
Deposit Insurance Corporation should be expected to take 
shorter maturities in making these exchanges. 


The Interest Burden of the Public Debt 


With respect to the interest burden on the Government 
debt, let me say that this problem becomes progressively 
worse if we delay it. We can now fund the Government 
debt at moderate rates of interest, as above indicated. If, 
however, we wait for wild inflation with distrust of the 
dollar to come, interest rates will rise rapidly and the 
Secretary of the Treasury will sweat blood as Treasury 
bills and certificates fall due, as people cash in their war 
savings bonds, and as he has to borrow money on a rapidly 
rising money market—or else print, which would not help 
the inflation. 


Economy in government is surely needed when men 
fear the interest burden of the public debt! 


The Fear of Depression 


There is a third fear on the part of men overimpressed 
with the importance of interest rates in making prosperity 
and under the influence of the Keynesian philosophy, that 
a policy of this kind might lead to business reaction and, 
it is sometimes added, that this would jeopardize our 
efficiency for war. It must be observed first that interest 
rates far higher than those now prevailing are entirely 
consistent with business prosperity. Interest rates are only 
one part of the cost of doing business and a very minor 
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pact. Wages are vastly more important, and there are 
many other elements of business costs. Prosperity is a 
question of business profits, and business profits depend 
on the relation of the total receipts and total costs. 

But we must recognize that there is no financial device 
which can gently level off a dangerous boom into tranquil 
prosperity. Reaction we shall have in any case. The degree 
of its violence depends on how long we defer it, and on 
how flexible our price and wage system is when it comes. 

Depressions we wish to avoid, but a depression is not 
necessarily a source of weakness if a war comes. We were 
in deep depression in 1939, with over nine million workers 
unemployed, yet we fought a great war succesfully and we 
poured out a tremendous volume of aid to our Allies in 


every part of the world. It may even be said that the great 
slack in our industrial capacity in the depression of 1939 
facilitated our war efforts. 

We could not have done this, however, in anything like 
so effective a way if we had had currency disorders and if 
there had been distrust of the Treasury. To be strong 
abroad we must be financially strong at home. Our dollar 
was a very effective weapon in both World Wars. The 
English pound sterling, tremendously useful in World 
War I, was a very ineffective weapon in World War HN. 
The growing concern regarding the maintenance of peace 
makes it all the more imperative that we move with prompt- 
ness and decision in getting our currency and banking 
figures under control, and in funding our public debt. 
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